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High Technology Business Tax Incentives:

Sales/Use Tax Deferral/Waiver Program & B&O Tax Credit Program
Extended and Revised
Small Business Grants Exempted from B&O Tax

ESHB 2546 (Chapter 2, Laws of 2004)

During the 2004 | egid ative session, the L egid ature passed Engrossed Substitute House Bill 2546 (Chapter 2,
Lawsof 2004). Thishill made substantial changesto tax incentive programsfor high technology businesses. This
gpecial notice summarizesthose changes.

High Tech B&O Tax Credit Program

Effective June 10, 2004, the high technol ogy businessand occupation (B& O) tax credit program for research
and development (R& D) inthefiel dsof advanced computing, advanced materiass, biotechnology, electronic
devicetechnology, and environmental technology ismodified asfollows:

Theexpiration datefor the program isextended to January 1, 2015.

Theway inwhichthe credit iscalculated ischanged. Becausethelaw changetakesplaceinthemiddleof a
month, for the administrative convenience of both taxpayersand the Department of Revenue, the old method of
caculationwill apply for taxable activity through theend of June 2004. For taxable activity on and after July 1,
2004, the new method of calculation will be used. The method isdescribed later inthisnotice.

Personswill nolonger fileaDeclaration, Research and Devel opment Credit form (Rev 26 0003) with thetax
returninwhichthey areclaiming thecredit.

Personsclaiming the credit must file an annual survey. Thisdocument isdue by March 31st of theyear following
any year inwhich acreditistaken. If aperson failsto complete the survey by the due date, that personisnot
eligibletotakethecredit for theentire year in which the survey wasdue.
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New Method for Calculating High Tech Research and Development B&O Tax Credit
For taxable periods starting July 1, 2004, the credit iscal culated asfollows:
1. Abusinessmust first determinethegreater of:
Theamount of itsqualified research and devel opment expenditures
or

80% of amountsreceived by aperson other than apublic educationa or research institution ascompensation
for the conduct of qualified research and development

2. From thisamount, the business subtracts 0.92% of itstaxable amount. If 0.92% of the taxable amount
exceedstheamount determined in step one, the businessisnot igiblefor the credit. Thetaxableamount is
thetotal amount subject to businessand occupation tax after deductionsare taken. Taxable amount does not
includeany amount for which amultipleactivitiestax credit isalowed.

3. Thecreditisdetermined by multiplying theresulting amount by:

0.484% in the case of anonprofit corporation or nonprofit association engaging in research and devel opment
or

The person’saveragetax ratefor every other person

4. A person’'saver agetax rateisthe person’stotal businessand occupation tax liability for thereporting
period (before determining the amount of thiscredit) divided by that person’staxableincome, for businessand
occupation tax purposes, for the reporting period.

5. Taxableincome hasamost the same meaning astaxable amount. Taxableincome doesnot, however,
include amountsattributableto thevalue of products. Thoseareamountsreported on the combined excisetax
returnfor manufacturing and extracting activities.

TheLegidaturemay not haveintended taxableincometo have adifferent meaning than taxableamount. It is
possiblethat during the 2005 |egidative sessonthe Legidaturewill consider legidation, retroactiveto June 10,
2004, to subgtitute taxable amount for taxableincomein the computation of aperson’saveragetax rate. This
would mean achange only for personswho report manufacturing or extracting activities.

If the L egid ature does enact retroactivelegidation substituting taxableamount for taxableincome:

a Taxpayersreporting manufacturing or extracting activities, aong with other activities, may have clamedtoo
much credit. The Department of Revenue anticipatesthat it will bill such personsfor any excesscredit claimed,
plusinterest, but not penalties.

b. Taxpayerswho report only manufacturing or extracting activitieswill not have been ableto claim any credit
becausethey have no taxableincometo usein computing their averagetax rate. Thesetaxpayerswill beentitled
to arefund intheamount of the credit, plusinterest.

Taxpayers, in anticipation of retroactivelegidation, may e ect to usetaxableamount instead of taxableincomein
computing their averagetax rate. If the L egid ature does not enact retroactivelegidation, taxpayersreportingin



thisway who are entitled to more credit may ask for refunds, with interest, to recover the credit. Those
taxpayerswho have claimed too much credit will beliablefor the excessamount claimed, plusinterest, but not
pendties.

The Department of Revenuewill update taxpayers on the status of the computation of the averagetax rate at the
conclusion of the 2005 |egidative session.

Examples of Credit Calculations

The cal culations described bel ow are only used for expenditures, tax, and taxable amountsattributableto
activity taking place onand after July 1, 2004.

1. A business, not anonprofit corporation or association, that engagesin qualified research and devel opment,
hasataxable amount of $10,000,000in ayear. It pays$80,000in that year in wages and benefitsto employees
directly engaged in qualified research and devel opment. The businesshasno other qualified research and

devel opment expenditures.

Itsqualified research and devel opment expenditures of $80,000 arelessthan $92,000 (0.92 percent of its
taxableamount of $10,000,000). If abusiness' squalified research and expenditure expenditures (or eighty
percent of amountsreceived for the conduct of qualified research and devel opment) arelessthan 0.92 percent
of itstaxableamount, itisnot eigiblefor the credit.

2. A hightechnology business, not anonprofit corporation or association, that engagesin qudified research and
development, has ataxable amount of $10,000,000 in ayear. Seven million dollars of thisamount istaxable at
therate of 0.015 under the B& O tax classification for servicesand $3,000,000 istaxabl e at the rate of 0.00484
under theB& O tax classification for royalties. The business pays $119,520 in business and occupation tax for
thisreporting period. It pays $200,000in that year to employeesdirectly engaged in qualified research and
development. Thebusinesshasno other qualified research and devel opment expenditures.

In order to determine the amount of its credit, the business subtracts $92,000 (0.92 percent of itstaxable
amount of ten million dollars) from $200,000, itsqualified research and devel opment expenditures. Theresulting
amount of $108,000 multiplied by the business saveragetax rate equalsthe amount of the credit.

Thebusiness' saveragetax rateisdetermined by dividingitsB& O tax of $119,520 by itstaxableincome of $10
million. Theresult, 0.01195, ismultiplied by $108,000 to determinethe amount of thecredit. Thecreditis
$1,291 ($1,290.60 rounded to the nearest whole dollar). Because the businessdoes not engagein
manufacturing or extracting, itstaxableincomeisequd toitstaxableamount. Therefore, thisbusinessdoesnot
need to be concerned about potential retroactive legidation regarding the definition of averagetax rate.

3. A business, not anonprofit corporation or association, that engagesin qualified research and devel opment,
has ataxable amount of $10,000,000in ayear. Seven million dollarsof thisamount isattributableto
manufacturing and $3,000,000 is attri butableto wholesaling. The business pays $48,400in businessand
occupation tax for thisreporting period. It pays$200,000in that year in wages and benefitsto employees
directly engaged in qualified research and devel opment. The businesshasno other qualified research and
devel opment expenditures.

In order to determine the amount of its credit, the business subtracts $92,000 (0.92 percent of itstaxable
amount of $10,000,000) from $200,000, itsqudified research and devel opment expenditures. Theresulting
amount of $108,000 multiplied by the business saveragetax rate equal stheamount of the credit.



a. If thebusinessdeterminesitsaverage tax ratein anticipation of the L egidature enacting retroactive
legidation substituting taxableamount for taxableincome, thebusinesswould divideitsB& O tax of $48,400
by itstaxableamount of $10 million. Theresult, .00484, ismultiplied by $108,000 to determine the amount
of the credit. The credit is$523. If the L egidature does not enact retroactivelegidation, thetaxpayer will be
entitled to arefund of $1,216, plusinterest. (Seethe next paragraph to see how thisnumber wasarrived at.)

b. If the businessdeterminesitsaveragetax rate under ESHB 2546, it would divideits B& O tax of
$48,400 by itstaxableincome of $3 million. (Taxableincome doesnot includethe $7 million attributableto
value of products manufactured.) Theresult, 0.0161, ismultiplied by $108,000 to determine the amount of
thecredit. Thecreditis$1,739. If the Legidature enactsretroactivelegid ation substituting taxable amount
for taxableincome, thetaxpayer will bebilled for the excess credit claimed of $1,216 ($1,739 less $523)
plusinterest, but not penalties.

High Tech Sales/Use Tax Deferral/Waiver Program

Effective June 10, 2004, theretail salestax and usetax deferral program for eligibleinvestment projects
involving research and devel opment (R& D) or pilot scale manufacturing operationsin thefieldsof advanced
computing, advanced materids, biotechnol ogy, € ectronic devicetechnol ogy and environmentd technology is
modified asfollows:

Theexpiration datefor the program isextended to January 1, 2015.

Participantsin the program must complete an annual survey. The survey isdue by March 31 of theyear
following theyear inwhich the project iscertified by the Department of Revenue as operationally completeand
each March 31 of the seven succeeding calendar years. If the survey isnot completed by theduedate, 12.5
percent of the deferred tax will be duefor payment immediately.

Theterm*“initiation of construction” isdefined to mean the datethat abuilding permitisissued. Anapplication
for thedeferral program must be submitted beforetheinitiation of construction for projectsinvolving
congtruction.

Anowner who leasesproperty to aqualifying businessmay participatein thedeferral program if the benefits of
the program are passed to thelessee under awritten agreement and the | essee agreesto compl etethe annual
survey.

Personsengaged in construction activitiesfor thefederal government arenot liablefor salesand usetax on
tangible personal property incorporated into astructure, if the construction project would have qualified for the
deferral if undertaken by aprivate entity.

Small Business Grants Exempted from B&O Tax
Effective July 1, 2004, amountsreceived for research and devel opment under thefederal small business

innovation research program and thefedera small businesstechnology transfer program areexempt fromB& O
tax.
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